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EXPOSURE DRAFT
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AUGUST 15, 1991

Prepared by the Insurance Agents and Brokers Task Force
of the Insurance Companies Committee
Accounting Standards Division
American Institute of Certified Public Accountants
Comments should be received by October 3 1 , 1991, and addressed to
Ellise G. Konigsberg, Technical Manager, Accounting Standards Division, File 3165
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SUMMARY

This proposed industry accounting guide (guide) provides guidance on applying generally accepted
accounting principles in financial statements of insurance agents and brokers (brokers). Briefly,
the proposed guide recommends the following:
•

For services involving the placement of insurance coverage, brokers should recognize
revenue from regular commissions, negotiated commissions, and shared or split
commissions on the revenue recognition date, which is the date when all of the following
criteria are met:
—

Protection is afforded under the insurance policy (that is, coverage is effective).

—

The premium due under the policy is known or can be reasonably estimated.

—

Substantially all required services related to placing the insurance have been
rendered. That date generally is the date on which the premium is billable to the
client.

—

No significant obligation exists to perform services after the insurance has become
effective.

The proposed guide also provides guidance for the recognition of revenues related to
contingent commissions, commission adjustments, installment billing arrangements,
multiyear policies, direct billing arrangements, fees in lieu of commissions, and
fee-for-service arrangements.
•

A broker's costs associated with the placement of insurance coverage and costs of
subsequent servicing of such coverage should be expensed as incurred. If a broker
specifically obligates itself by agreement with the client to provide services after placing
the coverage, and the subsequent costs can be associated directly with the coverage
placed by the broker, a portion of the broker's related revenue should be deferred and
recognized as the services are performed.

•

Fiduciary funds and premiums receivable should be included as assets, and premiums
payable to underwriters should be included as liabilities in brokers' balance sheets. The
amounts of fiduciary funds, premiums due from clients, advances to underwriters and
clients, and premiums payable to underwriters should be disclosed in brokers' financial
statements.

The proposed guide provides additional guidance on revenue and expense recognition practices by
reinsurance intermediaries, managing general agents, and life insurance agents and brokers. The
proposed guide also discusses expense recognition by brokers affiliated with insurance
underwriters and intangible assets acquired in a business combination.
This exposure draft has been sent to —
•

State society and chapter presidents, directors, and committee chairpersons.

•

Organizations concerned with regulatory, supervisory, or other public disclosure of
financial activities.

•

Organizations, firms, and individuals that the Insurance Agents and Brokers Task Force
identified as having an interest in accounting for insurance agents and brokers.

•

Persons who have requested copies.

AICPA

American Institute of Certified Public Accountants
1211 Avenue of the Americas
New York, NY 10036-8775
(212)575-6200 Telex: 70-3396
Telecopier (212) 575-3846

August 15, 1991
Attached is an exposure draft of a proposed AICPA industry accounting guide, Insurance
Agents and Brokers. The proposed guide has been developed by the Insurance Agents and
Brokers Task Force of the AICPA Insurance Companies Committee.
The purpose of this exposure draft is to
agents and brokers and other interested
this exposure draft will be appreciated.
paragraph numbers and include reasons

solicit comments from
parties. Comments or
It will be helpful if the
for any suggestions or

representatives of insurance
suggestions on any aspect of
responses refer to specific
comments.

Authoritative accounting literature does not specifically address accounting and reporting by
insurance agents and brokers, and, in the absence of such guidance, diverse practices have
developed in several areas. The objectives of this exposure draft are to eliminate the use of
alternative accounting practices in similar circumstances and to provide guidance for
determining preferable accounting practices in differing circumstances. In the future,
practitioners can use the guide as a resource to assist them in understanding the operations
and business practices of insurance agents and brokers that are relevant to financial reporting.
The exposure draft discusses revenue and expense recognition issues and certain financial
statement presentation issues applicable to retail brokers, wholesale brokers, reinsurance
intermediaries, managing general agents, and life insurance agents and brokers. The exposure
draft also discusses certain expense recognition issues applicable to brokers affiliated with
insurance underwriters and certain purchase accounting issues relevant to acquisitions of
brokers.
For publicly owned brokers, the recommendations in the exposure draft would result in several
changes in present practices by eliminating existing accounting alternatives and requiring
additional disclosures; however, the task force believes that those changes generally would not
be extensive. Other insurance brokers, including many smaller enterprises, ordinarily do not
present GAAP-basis financial statements. However, if those brokers do prepare GAAP-basis
financial statements (for example, for purposes of a business combination), the final guide will
provide a basis for determining appropriate accounting policies. Certain operations of
managing general agents differ significantly from those of other brokers, and the exposure
draft does recommend significant changes in revenue recognition practices for managing
general agents.
This exposure draft does not include illustrative financial statements for insurance agents and
brokers. Respondents to the exposure draft are specifically requested to comment on the need
for or desirability of such illustrative financial statements.

Comments on this exposure draft should be sent to Ellise G. Konigsberg, Technical Manager,
Accounting Standards Division, File 3165, AICPA, 1211 Avenue of the Americas, New York,
NY 10036-8775, in time to be received by October 3 1 , 1 9 9 1 .
Written comments on the exposure draft will be available for public inspection at the offices of
the American Institute of Certified Public Accountants after November 30, 1 9 9 1 , for one year.
Yours truly,

John L. Kreischer
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PREFACE

At present, no authoritative literature specifies generally accepted accounting principles for certain
of the specialized transactions of insurance agents and brokers, and the industry has developed
diverse accounting and reporting practices in several areas. This guide describes the existing
accounting and reporting practices of insurance agents and brokers and recommends certain
changes to eliminate alternative practices.
The chapters titled "General Background" and "Retail Brokers" address issues primarily as they
relate to the operations of property and casualty insurance brokers. However, because of the
similarity in operations, those discussions are also relevant to brokers' activities in accident and
health insurance, group insurance plans, employee benefits services, credit life and health
insurance, and short-duration term life insurance. Subsequent sections of this guide discuss the
unique considerations relating to managing general agents, reinsurance brokers and intermediaries,
long-duration life insurance brokers, and affiliated brokers, as well as certain business combination
issues related to the purchase of insurance agencies or brokerage firms. At the end of this guide
is a glossary of terms relating to the operations of brokers.

EFFECTIVE DATE AND TRANSITION
This guide is effective for financial statements for fiscal years beginning after December 15, 19XX,
with earlier application encouraged. If application results in a change in accounting, the cumulative
effect of the change should be included in net income in the year in which the guide is first
applied. (Refer to paragraph 20 of Accounting Principles Board Opinion No. 20, Accounting
Changes.) In the year of adoption, the financial statements should disclose the nature of the
cumulative adjustment and the effect of applying this guide on income before extraordinary items,
net income, and related per share amounts.
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Chapter 1
GENERAL BACKGROUND

1.1
Insurance agents and brokers function as intermediaries between insureds (that is, clients)
and insurance underwriters, and they distribute a substantial portion of the insurance marketed
in the United States. Insurance also is distributed, among other methods, through direct selling
by personnel employed by insurance underwriters and through mail order sales, department store
and airport sales, and direct mass media solicitation.
1.2
Insurance brokers act on behalf of their clients by developing risk management programs,
which can include both the retention of risks by clients (that is, self-insurance) and the transfer
of risks to underwriters through insurance negotiated and placed by the broker. An insurance
agent is an agent of either a single underwriter (an exclusive agent) or several underwriters (an
independent agent), with express or implied authority to act for the underwriter in dealing with
insureds. The activities of these two kinds of insurance producers—brokers and agents—and their
relationships with underwriters often are not distinct. A producer may act as a broker in one
transaction and as an agent in the next. Although there are legal distinctions between insurance
agents and insurance brokers, this guide does not distinguish between the t w o classifications.
Therefore, unless otherwise specified, this guide uses the term broker to refer to both insurance
agents and insurance brokers.
1.3
Brokers place both commercial lines and personal lines of insurance. Commercial lines
consist of property and casualty coverages for business enterprises; these include insurance
against damage to property, liability indemnity insurance, workers' compensation insurance, and
group life and health insurance. Personal lines consist of coverages for individuals; these include
primarily automobile, homeowners' or tenants' insurance, and individual life and health insurance
(including credit insurance).
1.4
Brokers also may place fidelity and surety bonds, develop and administer employee benefit
programs and retirement plans, and furnish a wide variety of advisory and consulting services,
such as claims and loss processing assistance, feasibility studies for and management of captive
insurance companies, claim reserve analyses, loss control studies, actuarial studies, and the
formulation of new kinds of insurance coverage.
1.5
Brokers include retail brokers, wholesale brokers, reinsurance intermediaries, and managing
general agents.
•

Retail brokers act as intermediaries between clients seeking insurance coverage and
underwriters. Retail brokers include financial institutions, such as banks and securities
brokers, that also market certain kinds of insurance coverages.

•

Wholesale brokers act as intermediaries between retail brokers and underwriters.
Wholesale brokers include excess and surplus lines brokers and brokers that place
insurance in international insurance markets, such as Lloyd's of London.

•

Reinsurance intermediaries act as middlemen between underwriters in the transfer of
insurance risks.

•

Managing general agents act on behalf of one or more insurance underwriters in selecting,
underwriting, and servicing business for the underwriters represented.
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COMMISSION AND FEE ARRANGEMENTS
1.6
Brokers often are compensated for their services by commissions paid by underwriters.
The services a broker ordinarily provides in return for commissions include evaluating the risk,
determining the insurance requirements, selecting the underwriter, and placing the insurance.
After the insurance has been placed, the broker also may provide services such as processing and
collecting claim settlements for the client. Commissions usually are stated as a percentage of the
insured's premium, and such commissions are referred to in this guide as regular commissions.
Commission rates vary depending on a number of factors, including the kind of insurance, the
amount of the premium, the broker's arrangement with the underwriter, and the legal capacity in
which the broker acts. Under negotiated commission arrangements, a broker agrees with the
client to handle its insurance program for a commission rate different from the standard rate.
1.7
The industry has also developed a compensation arrangement commonly referred to as
a fee in lieu of commission. Under this arrangement, a broker agrees to handle a client's insurance
program for an agreed fee, which may be more or less than the regular commissions that the
broker normally would receive.
1.8
Many brokers provide services that do not relate to obtaining insurance coverage and are
compensated under agreements for fees for services rendered. Examples of these types of
services are underwriting management, loss prevention inspections, risk management consulting,
claims management, employee benefit consulting, and administration of self-insurance programs.
Such brokers normally are compensated under fee arrangements based on physical events, such
as the number of loss prevention inspections made or claims processed, or on a project basis, such
as a fixed fee or an hourly charge for risk management studies or for the management of captive
insurance companies. Brokers sometimes agree to receive a single fee for the placement of
insurance coverages and for other services not involving the placement of coverages; these
arrangements are referred to herein as bundled transactions.
1.9
In addition to the regular commissions, negotiated commissions, and fees in lieu of
commissions received for basic services, many brokers also receive contingent commissions under
various types of profit-sharing arrangements with underwriters. Subject to the terms of such
arrangements, the brokers' ultimate commission generally depends on the profitability of the
business placed by the brokers with the underwriters. Contracts generally provide for contingent
commissions to be paid in the first half of the calendar year based on the profitability of the
business placed with the underwriter in the preceding three-year period. The contingent
commissions to be paid to brokers are based on information that ordinarily is maintained only by
the underwriters.
1.10
Shared or split commissions may be received if more than one broker is entitled to a
portion of the commission on an insurance policy. The primary broker generally bills and collects
the entire premium and commission and remits the share of the commission owed to the other
participating broker or brokers (the sub-brokers).
1.11
The broker commonly bills the client, collects the total premium, retains its commission,
and remits the net premium amount to the underwriter. Several methods are used for billing
premiums, as follows:
•

Brokers frequently bill their clients when the brokers receive the policy from the
underwriters for delivery to their clients.

•

Brokers sometimes bill the anticipated premium (or some portion thereof) when a binder
is issued to expedite collection of the premium. (A binder is a temporary insurance
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contract created to confirm to the client that coverage is in force pending creation of the
formal insurance policy. Binders that contain premium billings are called premium-bearing
binders.) Later, a final invoice is issued when the amount of the premium has been
determined, when all of the applicable insurance documents have been received, or when
any necessary adjustments to the binder billing have been made.
•

Brokers sometimes bill their clients on a monthly, quarterly, or semiannual installment
basis. Certain kinds of policies occasionally are written on a three-year basis, and annual
or more frequent billings are made on them.

•

Clients sometimes pay the premiums directly to the underwriters, which pay commissions
to the brokers. This direct billing method is used most frequently with personal lines,
employee benefit plans, and life insurance coverages.

ADVANCES BY BROKERS
1.12
Brokers sometimes advance insurance premiums on behalf of clients to the underwriters
before receiving the premiums from the clients, thus putting themselves at risk for collecting the
premiums from the clients.
1.13
Brokers sometimes advance claim settlements or premium refunds on behalf of
underwriters to the clients before receiving the settlements or refunds from the underwriters,
thereby putting themselves at risk for the collection of the amounts from the underwriters.

COMMISSION ADJUSTMENTS
1.14
A broker's commission may be adjusted when the related premium is adjusted, when
coverages under the insurance policy are changed, when the policy is canceled, when errors have
been made in calculating the premium or commission, or when the premium is retrospectively rated
or is subject to audit.
1.15
When the terms of an insurance policy are changed — for example, by adding to
coverages, increasing deductibles, or deleting coverages — the documentary evidence of the
change is referred to as an endorsement. Endorsements may result in additional premiums,
returned premiums, or no premium adjustment.
1.16
For retrospectively rated policies, premiums vary with the history of losses during the
periods covered by the premiums. A considerable amount of workers' compensation, group
accident and health, boiler and machinery, commercial automobile, and general liability insurance
coverages are written on such policies. Retrospective adjustments bring the premiums and the
related commissions to their final amounts.
1.17
For certain kinds of insurance, the insured's records are audited, often by the brokers or
their representatives, to determine the premiums to be charged for the periods of coverage. For
example, the insured's payrolls, number of employees, values of properties held, gross receipts,
or units sold may be audited during or after the policy periods to determine the premiums due for
the coverages provided. Additional premiums or return premiums are determined on the basis of
these audits.
1.18
For certain kinds of insurance, variable premiums (referred to as reporting-form premiums)
are charged on the basis of predetermined rates applied to values or levels of activity of the
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insured that change throughout the policy period. In those instances, the insured generally
calculates, reports, and remits the premiums to the underwriter on a periodic basis, often monthly.
Examples of coverage for which reporting-form premiums are common are workers' compensation,
general liability, builders' risk, and broad form cargo policies. For these types of coverage, the
broker ordinarily is notified by the underwriter of the amount of commissions as the insured
calculates and reports the premiums via the reporting-form mechanism.
1.19
Brokers' commissions are subject to return in whole or in part if policies are canceled and
the related premiums are returned. There are three different kinds of policy cancellations,
generally referred to as follows:
•

Flat cancellations, in which the entire premiums are returned

•

Pro rata cancellations, in which proportionate amounts of the premiums related to the
unexpired portions of the policy periods are returned

•

Short rate cancellations, in which the amounts specified in the contracts to be returned
are less than the amounts calculated on a pro rata cancellation basis

INVESTMENT INCOME
1.20
Brokers collect premiums from insureds and, after deducting their commissions, remit the
balance to the insurance underwriters. Brokers also collect claim settlements or premium refunds
from underwriters on behalf of insureds. Until those funds are remitted to the underwriters or the
insureds, brokers hold the funds as fiduciaries. Brokers generally invest these funds in short-term
cash equivalents and retain the investment income earned. Certain states have varying restrictions
on the investment of the funds, including limiting the nature of the acceptable investments,
investing the funds within the state, or obtaining permission of the underwriters to retain the
investment income. The total investment income the brokers earn includes investment income on
the foregoing funds and on their own funds.

BROKER OF RECORD
1.21
The broker of record, that is, the broker on the date when the insurance was placed,
generally is entitled to retain the related commission income if the client changes brokers during
a policy period. Also, brokers of record customarily are not contractually obligated to continue
providing services under the policies; however, they may voluntarily continue to do so.

FOREIGN BROKERAGE OPERATIONS
1.22
A number of the larger U.S.-based brokers have maintained brokerage operations in
foreign countries in addition to their operations in the United States. These foreign brokerage
operations often were established to meet the local service requirements of the U.S.-based
brokers' large multinational clients. In addition, particularly in highly developed local economies,
such as those in the United Kingdom and Western Europe, these foreign brokerage operations
represented efforts by the U.S.-based brokers to offer the same services to the foreign business
entities and individuals that the brokers provide in the United States. U.S.-based brokers also have
acquired foreign brokerage operations to gain direct access to worldwide insurance underwriting
markets such as Lloyd's of London.
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1.23
As a consequence of the diverse objectives for which U.S.-based brokers have established
operations in other countries, such investments have taken various forms, including wholly-owned
subsidiaries, branches, joint ventures, and minority interests in local brokers in the foreign
countries.
1.24
The services offered to clients in foreign markets often are similar to those offered in the
domestic market. As a result, the fundamental issues in accounting and financial reporting by
U.S.-based brokers that are the subject of this guide also generally apply to their foreign operations
that are consolidated with the domestic operations or included on an equity basis in their financial
reports prepared in conformity with generally accepted accounting principles in the United States.
Nevertheless, local customs or business practices, as well as legal requirements and restrictions,
often affect the specific issues in each country and should be considered when financial reports
are prepared.
1.25
In addition to the accounting and financial reporting issues that are unique to brokers and
discussed herein, all other aspects of accounting for the foreign operations of U.S.-based brokers
should conform with generally accepted accounting principles in the United States. For example,
foreign accounting practices that may need to be modified to conform with U.S. accounting
standards could include revenue and expense recognition practices, accounting for income taxes
(particularly deferred taxes), amortization of goodwill, interim reporting, equity accounting, foreign
currency translation, and fixed-asset valuation. The means of conforming those practices is
beyond the scope of this guide.

AUTHORITATIVE ACCOUNTING PRONOUNCEMENTS
1.26
An insurance broker provides services. No specific accounting pronouncements currently
address revenue recognition for service transactions. Financial Accounting Standards Board
(FASB) Statement of Financial Accounting Concepts No. 5, Recognition and Measurement in
Financial Statements of Business Enterprises, paragraph 84, provides only the following general
guidance: "In recognizing revenues...the two conditions (being realized or realizable and being
earned) are usually met by the time...services are rendered to customers."
1.27
In October 1978, the FASB issued an invitation to comment on a draft statement of
position, Accounting for Service Transactions (hereinafter referred to as the "FASB Invitation to
Comment"), which was prepared by a task force of the AlCPA's Accounting Standards Executive
Committee. The project later was incorporated into the FASB's conceptual framework project, and
the conclusions contained in the FASB Invitation to Comment have not been issued as an
authoritative pronouncement.
The AICPA task force summarized its revenue recognition
conclusions for service transactions in the FASB Invitation to Comment as follows:
Revenue from service transactions should be recognized based on performance,
because performance determines the extent to which the earnings process is complete
or virtually complete. Performance is the execution of a defined act or acts or occurs
with the passage of time. Accordingly, revenue from service transactions should be
recognized under one of the following methods:
Specific performance method — Performance consists of the execution of
a single act and revenue should be recognized when that act takes place.
Proportional performance method — Performance consists of the execution
of more than one act and revenue should be recognized based on the
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proportionate performance of each act.
For example, if the service
transaction involves a specified number of similar acts, an equal amount of
revenue should be recognized for each act. If the transaction involves a
specified number of defined but not similar acts, revenue recognized for
each act should be based on the ratio of the seller's direct costs to perform
each act to the total estimated direct cost of the transaction. If the
transaction involves an unspecified number of similar acts with a fixed
period for performance, revenue should be recognized on the straight-line
method over the performance period.
Completed performance method — If services are performed in more than
a single act, the proportion of services to be performed in the final act may
be so significant in relation to the service transaction taken as a whole that
performance cannot be deemed to have taken place until execution of that
act. Revenue should be recognized when that act takes place.
Collection method — If there is a significant degree of uncertainty
surrounding realization of service revenue (for example, many personal
services), revenue should not be recognized until collection.
1.28
Brokers provide diverse services, many of which do not readily fit into the classification
system described in the FASB Invitation to Comment. The broker's performance usually consists
of more than a single act, and the acts generally are not similar. While certain acts to be
performed may be defined, many are not defined. Although the placement of the policy may
constitute the most significant act, it may not be the final act.
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Chapter 2
RETAIL BROKERS

REVENUE RECOGNITION
2.1
The t w o major sources of brokers' revenues for services are commissions and fees. The
kinds of services provided, the kinds of insurance coverage for which the services are provided,
and other circumstances may affect the timing of the recognition of revenue.
Regular, Negotiated, and Split or Shared Commissions
2.2
Most regular, negotiated, and split or shared commissions are determined as percentages
of the clients' premiums. Historically, the methods used by brokers to recognize commissions
associated with placing insurance risks with underwriters have varied. Some brokers recognized
commissions as of the billing date of the related insurance policy. Others recognized commissions
as of the effective date of the policy. Still others recognized commissions as of the later of the
billing date or the effective date. As used herein, the term effective date means the date from
which protection is afforded under an insurance policy or the date from which an endorsement to
a policy amends the existing insurance coverage.
2.3
At the effective date, the broker becomes entitled to the commission because the insurance
coverage has been placed with the underwriter and the premium is owed by the client. The
effective date is more objective than the billing date because the broker may have some discretion
in selecting the billing date. If the premium is billed on or before the effective date, the broker's
work has been substantially completed and the related costs to produce, market, and place the
coverage have been incurred on or before the effective date. As such, the amount of the
commission related to the services provided has been determined and the premium is receivable
as of that date. If the premium is billed after the effective date, significant portions of the work
generally are performed and the related costs are incurred between the effective date and the
billing date. Historically, most of the larger and publicly held brokers have recognized commissions
as of the later of the effective date or the billing date.
2.4
Revenue should not be recognized before the effective date, even if it has been billed
before the effective date (an advance billing). Revenues to cover selling and other costs incurred
should not be accrued before the revenue recognition date (as defined in paragraph 2.5) because,
among other reasons, realization is not assured until risk has been transferred through the issuance
of an insurance policy. Historically, brokers have not deferred the recognition of commission
revenue to future periods. Although certain costs related to a policy may be incurred after the
billing or effective date, those costs typically are incurred at the discretion of the broker to retain
or increase business with the client and not because the broker is obligated to service the policy
in force; however, see paragraphs 2.25 and 2.36, which describe revenue recognition
considerations when a broker specifically obligates itself to provide services after placing the
coverage.
2.5
Accordingly, for any given policy, revenue from regular commissions, negotiated
commissions, and the broker's portion of shared or split commissions should be recognized on the
revenue recognition date, which is the date on which all of the following criteria are met:
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•

Protection is afforded under the insurance policy (that is, coverage is effective).

•

The premium due under the policy is known or can be reasonably estimated.

•

Substantially all required services related to placing the insurance have been rendered.
That date generally is the date on which the premium is billable to the client.

•

No significant obligation exists to perform services after the insurance has become
effective.

On the revenue recognition date, the earnings process is considered to be substantially complete
because the broker's services have been performed prior to that date.
Contingent Commissions
2.6
Historically, most brokers have recognized contingent commissions when received or on
notification of the amounts from the underwriters. Generally, there is only a short time between
notification and receipt.
2.7
Brokers often cannot reasonably determine or even approximate contingent commissions
until receipt of cash or notification from the underwriters. Underwriters generally make separate
calculations for the business placed by each of the brokers' locations with the underwriters' local
offices. Contingent commissions typically are based on the profitability of business written during
a running three-year period. Indications of profitability during the early stages of a three-year
period may be entirely offset by losses during the later stages of that period. For example,
contingent commissions relating to 1991 activity will be calculated in 1992, 1993, and 1994,
based each year on the cumulative experience for the three previous years. Therefore, to accrue
contingent commissions at the end of 1 9 9 1 , estimates would have to be made not only of the
underwriting results of 1 9 9 1 , but also of the amount and quality of business that will be written
and placed with the underwriter over the remainder of the three-year period.
2.8
FASB Statement No. 5, Accounting for Contingencies, defines a contingency as an existing
condition, situation, or set of circumstances involving uncertainty about possible gain or loss to
an enterprise that will ultimately be resolved when one or more future events occur or fail to
occur.
Although FASB Statement No. 5 primarily discusses the circumstances involving
uncertainty about the recording of possible losses, paragraph 17 concludes the following:
Contingencies that might result in gains usually are not reflected in the accounts since
to do so might be to recognize revenue prior to its realization.
Adequate disclosure shall be made of contingencies that might result in gains, but care
shall be exercised to avoid misleading implications as to the likelihood of realization.
2.9 The conditions surrounding contingent commissions may be so uncertain that they preclude
recognition before receipt of cash or notification from the underwriter based on the criteria in
paragraph 8 of FASB Statement No. 5.
2.10
To reasonably estimate and accrue contingent commissions, brokers should make
reasonable efforts prior to issuing their financial statements to obtain information from
underwriters concerning the underwriters' profitability of the business placed by the brokers. If
such information is obtained, and if all the related contingent periods have expired as of the
financial statement date (for example, the running three-year period described in paragraph 2.7),
brokers should recognize such contingent commissions as operating revenue.
However,
underwriters may not be in a position to provide brokers with timely information about the specific
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business placed by particular brokers. If adequate information is not available from the
underwriters to enable the brokers to reasonably estimate contingent commissions, or if the related
contingent periods have not expired, the revenue recognition criteria have not been met, and
brokers should not recognize such commissions as operating revenues in the current period.
2.11
Under some arrangements, adverse underwriting results attributable to business placed
by a broker in future periods could require the broker to return contingent commissions received
in earlier periods. Such adjustments should be handled as recommended in paragraph 2.13 on
commission adjustments.
Commission Adjustments
2.12
Commissions initially recognized by brokers often are changed because of policy
cancellations, revisions in coverage, final determinations of premiums billed on binders, retroactive
or audit adjustments, or premium adjustments based on volume. Historically, the industry practice
has been to record such changes when the events occur.
2.13
If policy cancellations and return premiums resulting from the types of events referred to
in paragraph 2.12 are probable and can be reasonably estimated in advance, brokers should make
a provision for the expected related commission adjustments when the commissions on this
business are initially recognized. However, if commission adjustments are not probable, they
should be recognized if and when the events occur.
2.14
Brokers should make reasonable efforts to obtain information to enable them to
reasonably estimate and accrue commissions related to premiums that are to be paid by insureds
on a reporting-form basis. However, premiums to be paid by insureds on a reporting-form basis,
as discussed in paragraph 1.18, often cannot be reasonably estimated before their determination
by the insured. If adequate information is not available to enable the broker to reasonably estimate
commissions on reporting-form business, brokers should not recognize such commissions as
operating revenues in the current period.
Installment Billing Arrangements
2.15
Generally, insurance premiums are determined and billed annually. However, brokers
sometimes bill their clients for annual policies in quarterly or monthly installments. Historically,
some brokers have recognized their commissions as each installment was billed to the client; other
brokers have recognized the entire amount of the commission when the transaction was initially
recorded.
2.16
Because the revenue recognition method should be tied to the performance of the service
and not to the cash flow effects of the broker's billing arrangements with clients, the entire
commission should be recognized when the transaction is initially recorded. Furthermore, under
Accounting Principles Board (APB) Opinion No. 10, Omnibus Opinion-Installment Method of
Accounting, the installment method of recognizing sales revenues should be used only if there is
"no reasonable basis for estimating the degree of collectibility." The collectibility of installment
billings for annual insurance policies ordinarily can be reasonably estimated when these
transactions are initially recorded.
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Multiyear Policies
2.17
Certain property coverages occasionally are written under policies that cover several
years, typically three years. Such multiyear policies may permit policyholders to lock in the
premium rate for a number of years and thus be protected from increasing rates during that period.
Under multiyear policies, premiums may be billed in one amount or in installments. Historically,
some brokers have recognized a portion of the commissions on multiyear policies as the periodic
premiums were billed. Other brokers have recognized the entire commission when the policy
became effective or when the first installment premium was billed.
2.18
If the policyholder is not obligated to continue coverage after the first year (which
normally is the case), a multiyear policy should be viewed as a series of annual or short-term
policies rather than as a single policy with installment billings. Although a multiyear policy is
written to cover several years, there generally is little assurance that premiums will continue to
be received because the policyholder could discontinue coverage for the remaining years (for
example, if premium rates fall). Accordingly, the commission revenues on multiyear policies should
be recognized annually when the criteria in paragraph 2.5 are met—that is, when the policyholder
pays the annual installment and continues coverage.
2.19
If, under a multiyear policy, the policyholder is obligated to continue coverage for the
entire policy period (which rarely is the case), the policy is a single policy covering all the years
and the periodic premiums should be viewed as installment billings. Because the broker's method
of revenue recognition is tied to the performance of the service and not to the cash flow effects
of a broker's billing arrangements with its client, the broker should recognize the entire commission
for the multiyear period in accordance with the criteria in paragraph 2.5—that is, when the
transaction is initially recorded.
Direct Billing Arrangements
2.20
Brokers usually bill their clients for the gross premium, retain their commission, and remit
the net premium amount to the underwriters. However, underwriters sometimes bill the clients
directly, or the brokers may bill the clients and have the clients remit the gross premium payments
directly to the underwriters. These arrangements, commonly referred to as direct bill transactions,
often pertain to personal lines coverages and to life, health, property, and liability insurance
distributed through associations and other mass marketing channels. Because the gross premiums
from the clients are remitted directly to the underwriters, brokers receive their commissions
directly from the underwriters. Historically, brokers generally have recognized such commissions
as revenue on the earlier of the receipt of cash or notification from the underwriter of the amount
to be received.
2.21
Brokers should make reasonable efforts to obtain adequate and timely information to
reasonably estimate and accrue the amount of commissions that have been earned on direct bill
business. However, because it is difficult to predict the percentage of persons solicited who will
purchase or renew insurance coverage and the amount of insurance they will purchase, it may not
be possible for brokers to reasonably estimate the commissions from such business. In such
cases, commissions on direct bill transactions should be recognized as revenue on the earlier of
the receipt of cash or notification from the underwriter of the amount to be received.
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Fee in Lieu of Commissions
2.22
Rather than receiving commissions from an underwriter, a broker may agree to handle a
client's insurance program for a fee in lieu of commissions to be paid to the broker by the client.
Historically, some brokers have treated these transactions similarly to the way that they have
treated fee-for-service arrangements and have recognized revenues over the policy period; other
brokers have recognized these fees in the same manner as their regular commissions.
2.23
Accepting a fee for an insurance placement transaction does not change the nature of the
transaction, and, accordingly, those fee revenues should be recognized in the same manner as
regular commissions, as described in paragraph 2.5.
Fee-for-Service Agreements
2.24
Except for insurance placement services, brokers generally have recognized revenue under
fee-for-service agreements (as described in paragraph 1.8) as the services were provided. Fees
received for bundled transactions, which also are described in paragraph 1.8, often have been
allocated between insurance placement revenue and service agreement revenue, using revenue
recognition methods appropriate to each revenue component. There is general agreement that this
method is appropriate for recognizing revenue on these types of fee-for-service transactions.
2.25
Therefore, fees for noninsurance placement service agreements, as described in
paragraph 1.8, should be recognized as earned, which is ordinarily over the period in which the
services are provided. For bundled transactions, reasonable and consistent allocations of fees
should be made among the services provided, based on the broker's gross profit margin for the
bundled transactions.
Revenue for insurance placement services should be recognized in
accordance with paragraph 2.5. Revenue for noninsurance placement services should be
recognized in accordance with the first sentence of this paragraph. A broker should recognize a
loss currently if it is probable that the future costs related to the service agreement will exceed
future revenues.

EXPENSE RECOGNITION
2.26
Brokers incur various costs to generate revenues. As a service business, the industry
incurs predominantly payroll and payroll-related costs, travel and entertainment costs, rent, and
other costs for general and administrative activities. Brokers' services and their related costs can
vary considerably depending on the kind and size of the risk to be insured, the nature of the
insurance program and the coverages required, and whether the business is new or renewal
business. For purposes of analysis, brokers' costs can be classified as initial direct costs,
subsequent servicing costs, and indirect costs.
Initial Direct Costs
2.27
A substantial portion of brokers' costs is incurred before the dates on which policy
periods begin and is directly associated with negotiating and placing or renewing the insurance
coverage. These initial direct costs relate to analysis and evaluation of risks and marketing efforts
to place or renew the policies.
2.28
Risk analysis and evaluation can range from a relatively simple study of employee bonding
risks to major analyses and evaluations of the complex worldwide risks borne by multinational
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clients. This type of risk analysis and evaluation often results in the preparation of formal
proposals or recommendations by the brokers to the clients or prospective clients.
2.29
Marketing consists of placing the risks with those underwriters in the worldwide
insurance underwriting market that can best meet the needs of the client. The marketing process
requires the evaluation of the underwriters' capacities, specialties, costs, and other factors.
2.30
Initial direct costs do not include prospecting costs associated with efforts to obtain new
or renewal business from existing clients or new business from potential clients, even though
prospecting costs may be incurred for risk analysis and evaluation and marketing efforts similar
to those for the renewal of existing insurance policies. Such prospecting costs are indirect costs,
as discussed in paragraph 2.32, not initial direct costs.
Subsequent Servicing Costs
2.31
Brokers also may incur costs for providing services after the effective date of the
insurance policy. These costs, referred to herein as subsequent servicing costs, are directly
associated with insurance coverage that has been placed by brokers and relate to, among other
matters, services such as billing, collecting, and remitting premiums, performing periodic
engineering inspections of clients' facilities, handling and processing claims reported by the clients,
reviewing the adequacy of existing coverage, and monitoring changes in risk exposure. In certain
instances, brokers may be obligated to provide such services by contract or agreement. Usually,
however, brokers provide these services, at their discretion, to maintain client relationships, even
though the brokers are not contractually obligated to do so.
Indirect Costs
2.32
Other than initial direct costs and subsequent servicing costs, all costs incurred by
brokers are indirect costs. Indirect costs primarily include payroll and payroll-related costs, travel
and entertainment costs, rent, data processing costs, and other selling and general administrative
costs. Indirect costs also include prospecting costs associated with efforts to obtain new or
renewal business from existing and prospective clients.
Recognition of Costs
2.33
Brokers generally have treated all costs incurred in providing their services as period costs
and, accordingly, have expensed them as incurred. The industry generally has not accumulated
or analyzed the costs of its services by function or by insurance policy, nor has it allocated costs
between prospecting and servicing.
2.34
The consumption of economic benefits during a period is measured either directly or in
relation to revenues recognized during that period. Recognizing a broker's costs and expenses as
incurred matches the costs required to generate revenues on a period-by-period basis. FASB
Concepts Statement No. 5, Recognition and Measurement in Financial Statements of Business
Enterprises, paragraph 85, states that, in general, expenses are recognized when an entity's
economic benefits are used up in rendering services.
2.35
Historically, brokers have not deferred initial direct costs. Because the recoverability of
such costs from future revenues is not assured until the coverage is placed and billable to the
client, all initial direct costs and indirect costs should continue to be treated as period costs and
expensed as incurred.
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2.36
Brokers typically are not obligated, either by contract or by industry practice, to provide
services subsequent to placing the insurance. However, they generally do so to retain or increase
business with the clients but not because they are required to service the policies; accordingly,
these subsequent servicing costs should be expensed as incurred as period costs. However, if a
broker specifically obligates itself by agreement with the client to provide services after placing
the coverage, and the subsequent costs can be associated directly with the policy placed by the
broker, a portion of the broker's related revenue should be deferred as described in paragraph 2.25
and recognized as the services are performed. A loss should be recognized if it is probable that
future servicing costs will exceed the deferred revenues.

FINANCIAL STATEMENT PRESENTATION
2.37
Brokers usually bill their clients for placing insurance, and the clients pay the brokers.
Thus, at the revenue recognition date for a given policy, the broker records a receivable and a
payable in its accounting records. The receivable due from the client represents the premium that
the broker will later pay to the underwriter plus the commission or fee for the services provided
by the broker. The payable to the underwriter is due either on or after the effective date of the
insurance policy (an agency transaction) or on or after collection by the broker (a broker
transaction). As described in paragraphs 1.12 and 1.13, brokers sometimes may advance
premiums to underwriters on behalf of their clients or may advance claim payments or return
premiums to clients on behalf of underwriters. The advances may be made because of the
payment terms to the underwriter or because the brokers wish to avoid cancellation of their
clients' coverages.
2.38
Brokers generally have favorable cash flows because they usually collect cash from clients
before they pay underwriters. Until remitted to underwriters, these funds are held by brokers in
a fiduciary capacity for the underwriters. Brokers generally invest such funds (referred to herein
as fiduciary funds) in short-term cash equivalents and retain the resulting investment income.
Certain states have varying restrictions on the investment of fiduciary funds, which may include
limiting the nature of acceptable investments, requiring that the funds be invested within the state,
or requiring that brokers obtain the underwriters' permission to retain the investment income.
Brokers also earn investment income on their own funds.
2.39
Historically, publicly reporting brokers have used t w o different methods to present their
balance sheets. Under one method, often referred to as the gross method, accounts receivable
have included the total amount of premiums, including commissions and fees, due from clients,
and the payables to underwriters have included the total amount of collected and uncollected
premiums to be remitted to underwriters. Under this method, the amounts of premiums included
in both accounts receivable from the clients and accounts payable to underwriters are usually
disclosed in the financial statements. Also, under the gross method, fiduciary funds are included
in the cash or another asset caption on the balance sheet, and the amount and the related
restrictions on the use of such funds are disclosed in the notes to the financial statements.
2.40
Under the other method, commonly referred to as the net method, only the total amount
of commissions and fees due from clients is included in the accounts receivable from clients. The
amounts receivable from clients and the amounts payable to underwriters, both of which are
related to uncollected premiums, are not presented on the balance sheets but typically are
disclosed in the notes to the financial statements. Under the net method, fiduciary funds are not
included in the assets section of the balance sheet but are separately reported in the liabilities
section in the balance sheet as a contra account to premiums payable to underwriters.
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2.41
Historically, the gross and net balance sheet presentation methods have been found in
practice because differing facts and circumstances have caused brokers to reach different
conclusions about whether the unremitted fiduciary cash, the premiums receivable from insureds,
and the related premiums payable to underwriters are assets and liabilities of the brokers and
therefore includable on the brokers' balance sheets or whether such cash and receivables are
assets of the underwriters since the brokers are acting merely in a fiduciary capacity. This
divergence has resulted primarily from the unclear nature of the implied or contractual legal
relationships of the parties involved and from the varying business practices brokers follow that
determine the obligations created by those practices. Consequently, even though some brokers'
arrangements with underwriters related to premiums receivable from insureds are not legally
enforceable liabilities, these brokers concluded that the premiums payable to underwriters meet
the definitional criteria for liabilities and therefore should be included in their balance sheets as
liabilities. Similarly, these brokers concluded that fiduciary funds and premiums receivable,
including future installment billings, meet the definitional criteria for assets and should be included
in their balance sheets as assets. Other brokers concluded that the fiduciary funds, the premiums
receivable from insureds, and the related premiums payable to underwriters do not meet the
definitional criteria for assets and liabilities and therefore should not be included in their balance
sheets.
2.42
FASB Concepts Statement No. 6, Elements of Financial Statements, issued in 1985, sets
forth the essential characteristics of an asset as follows:
•

It embodies a probable future benefit that involves a capacity to contribute to future net
cash inflows.

•

The entity can obtain the benefit and control others' access to it.

•

The transaction or other event giving rise to the entity's right to or control of the benefit
has already occurred.

FASB Concepts Statement No. 6, paragraph 26, further states that "legal enforceability of a claim
... is not a prerequisite for a benefit to qualify as an asset if the entity has the ability to obtain and
control the benefit in other ways." FASB Concepts Statement No. 6 sets forth the essential
characteristics of a liability as follows:
•

It embodies a present duty or responsibility to another entity that entails settlement by the
probable future transfer or use of assets.

•

The duty or responsibility obligates the entity leaving it little or no discretion to avoid the
future sacrifice.

•

The transaction or other event obligating the entity has already occurred.

FASB Concepts Statement No. 6 further states that "the existence of a legally enforceable claim
is not a prerequisite for an obligation to qualify as a liability if for other reasons the entity has the
duty or responsibility to pay cash ...." (see FASB Concepts Statement No. 6, paragraphs 35 and
36, including footnote 22). Because fiduciary funds and premiums receivable, including future
installment billings, meet the definitional criteria for assets (as set forth in FASB Concepts
Statement No. 6), those amounts should be included in brokers' balance sheets as assets. Even
though premiums payable to underwriters may not be legally enforceable claims against brokers,
all premiums payable to underwriters meet the definitional criteria for liabilities (as set forth in
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FASB Concepts Statement No. 6), and, therefore, such amounts should be included in brokers'
balance sheets as liabilities. Investment income on fiduciary funds should be included in operating
revenue and the amount should be disclosed in brokers' financial statements. The amounts of
fiduciary funds, premiums due from clients, advances to underwriters and clients, and premiums
payable to underwriters should be disclosed in brokers' financial statements.
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Chapter 3
WHOLESALE BROKERS

3.1 The revenue and expense recognition and the financial statement disclosure considerations
relating to the operations of wholesale brokers, as briefly described in paragraph 1.5, are similar
to those of retail brokers; accordingly, the considerations and conclusions on retail brokers in
paragraphs 2.1 through 2.25, 2.35, 2.36, and 2.42 also apply to wholesale brokers.
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Chapter 4
REINSURANCE INTERMEDIARIES

GENERAL
4.1 Reinsurance is a transaction whereby one company (the assuming company) agrees for a
consideration to indemnify another company (the ceding company) against all or part of the loss
that the ceding company may sustain under a policy or policies it has issued. Reinsurance
intermediaries facilitate the business of reinsurance by bringing together assuming companies and
ceding companies. They generally represent the ceding companies and refer to such companies
as clients. Reinsurance intermediaries usually design and negotiate the terms of reinsurance, place
reinsurance, accumulate and report transactions, distribute premiums, and collect and settle claims
between the t w o parties to the reinsurance agreement.
4.2 Reinsurance may be transacted under broad automatic contracts called treaties, which are
usually renewed annually and which cover some portion of particular classes of business
underwritten by the insurers. Treaties may be either pro rata or excess. In pro rata treaties, the
assuming companies and the ceding companies share proportionally in the premiums and losses;
in excess treaties, only the ceding companies' losses above a fixed negotiated point, known as
the ceding company's retention, are reinsured, and separate reinsurance premiums are charged for
that portion of the overall risk. Reinsurance also may be transacted under facultative agreements,
which cover specific individual risks and require the ceding companies and the assuming
companies to negotiate and agree on terms and conditions of reinsuring each risk. In general,
treaty reinsurance is a more significant part of reinsurance intermediaries' business than facultative
reinsurance; however, some intermediaries deal only with facultative reinsurance.

OPERATIONS OF REINSURANCE INTERMEDIARIES
4.3 Although the operations and functions of reinsurance intermediaries have certain unique
characteristics, in general, some of their operations and functions are similar to those of typical
retail brokers. Both reinsurance intermediaries and retail brokers operate in service industries and
their operating revenues consist principally of commissions (often referred to as brokerage) and
fees that they receive for performing their services. Their costs also are related principally to the
services they perform. Such costs are primarily payroll and payroll-related costs, travel and
entertainment costs, rent, data processing costs, and other selling and general administrative
costs.
Assessing Needs
4.4 Like retail brokers, who often must assess the insurance needs of their clients and counsel
them on how to meet those needs, one of the main functions of reinsurance intermediaries is to
identify and assess ceding insurance companies' reinsurance needs and consult with and advise
them on how to meet those needs. Reinsurance intermediaries also assist their ceding company
clients in putting the clients' risks before the assuming company's underwriters in as favorable a
light as possible, obtaining the best terms for the clients when the reinsurance is placed,
processing claim settlements, collecting amounts from the assuming reinsurer, and paying the
ceding insurance companies. To perform these duties, reinsurance intermediaries must know the
reinsurance market, be able to select the most suitable reinsurer for each risk, prepare and have
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executed by all parties the contract of reinsurance in its proper form, and provide help and
guidance in the processing and handling of claims.
Both retail brokers and reinsurance
intermediaries normally perform those functions by visiting their clients to become familiar with
their operations and insurance or reinsurance needs. Both draw on their experience and knowledge
of the insurance or reinsurance industry to counsel their clients in fulfilling their insurance or
reinsurance needs.
Marketing the Risk
4.5 Both retail brokers and reinsurance intermediaries normally represent their clients in
identifying and analyzing the kinds, terms, and quality of insurance or reinsurance available. Both
retail brokers and reinsurance intermediaries are interested in negotiating the best terms available
on behalf of their clients while at the same time placing their clients' risks with financially sound
and reputable underwriters acceptable to the clients. Just as a retail broker may place a client's
risks with several different underwriters, it is common for a reinsurance risk to be placed with a
number of reinsurers and through corresponding brokers, and the reinsurance intermediary must
deal with those various parties on behalf of the client. If the business cannot be fully placed, the
terms of the coverage may be significantly revised after consulting with and receiving the approval
of the client to make it more acceptable in the reinsurance market. In some situations, a client's
reinsurance needs may not be fully met until after the effective date of the primary coverage.
4.6 Both retail brokers and reinsurance intermediaries work on behalf of their clients, are
compensated by the underwriters assuming the risk, and generally receive commissions based on
percentages of the insurance or reinsurance premiums. Thus, the interests and method of
compensation of retail brokers and reinsurance intermediaries are generally similar.
Transmitting Information and Money
4.7 Both retail brokers and reinsurance intermediaries usually are responsible for transmitting
information and money between their clients and the insurance or reinsurance companies. Retail
brokers normally are responsible for transmitting premium and loss information on behalf of their
clients to underwriters. Also, it is customary for retail brokers to bill and collect the insurance
premiums from their clients on behalf of the underwriters, and the brokers may collect loss
proceeds on claims from the underwriters and transmit them to their clients.
4.8 Reinsurance intermediaries act as conduits between the ceding and assuming underwriting
companies through which premiums are paid and losses are collected. Reinsurance intermediaries
normally receive and transmit all correspondence and accounting documents between the ceding
underwriters and the assuming reinsurer or corresponding brokers. Premiums normally are paid
to reinsurance intermediaries for transmittal to the assuming reinsurer, and the intermediaries
present the ceding companies' proof of loss reports for claims to the assuming reinsurer and
collect funds on the ceding companies' behalf. If needed, intermediaries also arrange for the
establishment of and the drawing on letters of credit. If differences of opinion arise, the
reinsurance intermediaries, like retail brokers, represent their clients in resolving the difference.
Drafting the Contract
4.9 One of the main functions of reinsurance intermediaries is to draft reinsurance agreements,
which are binding contracts documenting the arrangements that have been negotiated between
the ceding and assuming companies. Once drafted, the agreements normally are presented to the
ceding companies for approval and signing and then to the assuming companies for approval and
signing. Although some reinsurance contract language is relatively standard, many reinsurance
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agreements involve matters that require extensive negotiation, in which the reinsurance
intermediaries normally represent the ceding companies.
Because facultative reinsurance
agreements involve unique risks, they may require relatively greater efforts (in comparison to the
amounts of risks transferred) by the intermediaries in negotiating and drafting than do treaty
reinsurance agreements. Because facultative reinsurance agreements involve specific risks, the
brokers assist in the completion of certificates of reinsurance. The terms of the reinsurance
agreements usually are reviewed by both the ceding and the assuming companies at least once
a year, and the reinsurance intermediaries normally represent the ceding companies during the
renewal negotiations in the same manner as in the original placements.
4.10
Retail brokers typically are not involved in drafting insurance policies on behalf of their
clients. However, some retail brokers may have arrangements with insurance companies that
permit them to exercise considerable latitude in the wording of insurance policies. In certain
unusual arrangements, retail brokers may have as much latitude in drafting insurance policies on
behalf of their clients as reinsurance intermediaries have in drafting reinsurance agreements.
Foreign Reinsurance
4.11
Another aspect of reinsurance intermediaries' operations that differs from those of typical
retail brokers is the relatively large volume of reinsurance involving foreign insurance organizations
for which pertinent financial data may not be readily available. As a consequence, reinsurance
intermediaries may undertake to review and evaluate the financial responsibility and stability of
such foreign entities on behalf of the ceding companies. Reinsurance intermediaries may provide
this service to their clients because the intermediaries can accumulate such financial information
periodically and make it available to all their clients. The ceding companies, not the intermediaries,
decide which assuming companies are to be used. Also, a reinsurance arrangement between a
U.S. entity and a number of foreign entities often involves more than one intermediary and
generally entails an increased time lag before the U.S. entity receives information on the results
of the reinsurance contract, and the detail and the classification of the information provided can
vary significantly.

REVENUE AND EXPENSE RECOGNITION
General Considerations
4.12
Reinsurance intermediaries, at their discretion, customarily service and report the runoff
of claims and related reinsurance recoverable amounts associated with the agreements. Because
of the long-tail nature of certain liability lines, reinsurance intermediaries may report claims activity
to the assuming companies as much as five to ten years after the treaties expire. Similarly, retail
brokers may service and report clients' claims that are covered by the insurance that the brokers
have placed. It is also common for retail brokers to report claims activity to underwriters after the
insurance policies expire. Like retail brokers, reinsurance intermediaries typically are not obligated,
by either contract or industry practice, to provide services subsequent to the placement of the
reinsurance contracts. Reinsurance intermediaries provide, at their discretion, claims processing
and other services after placement of the coverage, typically to retain or increase business with
the clients rather than to meet any obligation to service the reinsurance contracts. Accordingly,
these subsequent servicing costs should be expensed as incurred as period costs. However, if a
reinsurance intermediary specifically obligates itself by agreement with the client to provide
services after placing the reinsurance contract, and the subsequent costs can be associated
directly with the reinsurance contracts placed by the intermediary, a portion of the intermediary's
related revenue should be deferred as described in paragraph 2.25 and recognized as revenue as
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the services are performed. A loss should be recognized if it is probable that the costs of
performing the future services will exceed the deferred revenues. The revenue recognition criteria
for a reinsurance intermediary's facultative reinsurance operations, as briefly described in
paragraphs 4.2 and 4.9, are similar to those of retail brokers; accordingly, the revenue recognition
considerations and conclusions in paragraphs 2.1 through 2.11 and 2.22 through 2.25 also apply
to a reinsurance intermediary's facultative reinsurance operations. Because of the unique nature
of treaty reinsurance contracts, paragraphs 4.13 through 4.17 address revenue recognition by a
reinsurance intermediary with respect to excess of loss and pro rata treaty reinsurance contracts.
Excess of Loss Treaty Reinsurance Contracts
4.13
Excess of loss treaty reinsurance contracts generally are written for annual periods, with
premiums typically paid on a quarterly or semiannual basis. At the inception (effective date) of
excess of loss treaty reinsurance contracts, equal quarterly or semiannual deposit premiums to be
paid by the ceding company to the assuming companies are agreed to by those companies based
on estimates of the direct premiums that will be written or earned by the ceding company during
the contract period. The sum of the estimated deposit premiums generally does not exceed the
ultimate reinsurance premium that will be due under the contract. These deposit premiums may
represent minimum or guaranteed amounts that guarantee a minimum commission to the
reinsurance intermediary. The direct premiums actually written or earned by the ceding company
during the contract period determine the final reinsurance premium. When the final amount of
direct premiums written or earned is known, which generally is after the end of the contract
period, premium adjustments are determined and billed to arrive at the final reinsurance premium.
4.14
The revenue recognition method for commissions, brokerage, and fees in lieu of
commissions of reinsurance intermediaries should be tied to the performance of the service and
not to the cash flow effects of the billing arrangements between the ceding and assuming
companies. Accordingly, consistent with the revenue recognition criteria in paragraph 2.5,
reinsurance intermediaries ordinarily should recognize revenue from excess of loss treaty
reinsurance contracts at the effective date of the contracts based on the amount of the deposit
premiums. Reinsurance intermediaries should make reasonable efforts to obtain adequate and
timely information to reasonably estimate and accrue revenue related to premium adjustments.
If such information cannot reasonably be obtained, revenue adjustments should be recognized
when notification is received from the ceding company.
Pro Rata Treaty Reinsurance Contracts
4.15
Pro rata reinsurance contracts usually provide for continuing coverage. As such, pro rata
contracts usually have no expiration date but continue until the business runs off — that is, until
the covered claims are settled and paid or the contracts are canceled. At the inception (effective
date) of pro rata reinsurance contracts, there generally is insufficient information to reasonably
estimate the amount of premiums that will be written or earned under the contract. Consequently,
reinsurance intermediaries recognize commission revenues not at the beginning of the contract,
but rather as the ceding companies report information on premiums written and pay their
reinsurance premiums. Premiums written are the amount of the premiums billed or collected on
the underlying insurance policies; premiums earned are the pro rata portion of the premiums
written applicable to the expired period of the policies. The ceding companies generally report the
premiums written and the reported or incurred claims to the intermediaries on a periodic basis, and
the intermediaries, in turn, report this information to the assuming companies. There generally is
a lag between the end of a reporting period and the date on which a ceding company submits
reports to the assuming companies.
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4.16
Pro rata reinsurance contracts usually provide for settlements between the ceding
company and the assuming company on a net basis — that is, the ceding company deducts
reimbursements due from the assuming company from premiums due to the assuming company.
However, the intermediaries' commissions are based on the gross premium amounts, not on the
net cash settlement amounts.
4.17
Reinsurance premiums for pro rata reinsurance contracts cannot be reasonably determined
or approximated by the reinsurance intermediary until receipt or notification from ceding companies
of the direct premiums actually written by them and ceded to the pro rata reinsurance contracts.
Therefore, reinsurance intermediaries should recognize revenue from commissions, brokerage, and
fees in lieu of commissions from pro rata reinsurance contracts on the date that the earnings
process is deemed to be complete and the amounts can be determined. That date generally is
when notification, usually in the form of periodic statements, is received from the ceding
companies and the related reinsurance premiums are determinable and billable. Before issuing
financial statements, reinsurance intermediaries should make reasonable efforts to obtain adequate
and timely information to reasonably estimate and accrue revenue from pro rata reinsurance
contracts.
Commission Adjustments
4.18
The premiums on some reinsurance arrangements are subject to adjustments, such as in
the case of retrospectively rated coverages under which the amounts of the claims determine the
amounts of the reinsurance premiums. Commission adjustments for reinsurance intermediaries
should be accounted for in accordance with paragraphs 2.12 through 2.14.
Expense Recognition
4.19
Reinsurance intermediaries' costs are similar to those of retail brokers; accordingly, the
conclusions described in paragraphs 2.35 and 2.36 for retail brokers also apply to reinsurance
intermediaries.

FINANCIAL STATEMENT PRESENTATION
4.20
The conclusions on financial statement presentation for retail brokers, as described in
paragraph 2.42, also apply to reinsurance intermediaries.
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Chapter 5
MANAGING GENERAL AGENTS

GENERAL
5.1
Managing general agents (MGAs) are individuals or organizations with authority to
underwrite and bind risks on behalf of client underwriters. The function of MGAs in the
underwriting of risks generally requires that they have the experience and ability to evaluate the
acceptability of risks and to determine the appropriate premiums. Consequently, MGAs typically
are more directly concerned with and are more knowledgeable about the underwriting results of
the business written than are retail brokers. Also, MGAs typically have larger back office
functions to process and administer the business written than do retail brokers, whose efforts are
directed more toward prospecting and marketing. Although MGAs operate in many respects as
underwriters, client underwriters, not MGAs, bear the primary insurance risk. However, some
entities referred to as MGAs retain all or portions of the insurance risks described in FASB
Statement No. 60, Accounting and Reporting by Insurance Enterprises.
5.2
The structures and organizations of MGAs vary considerably. An MGA may be an
autonomous organization or may be part of the operations of an insurance broker. MGAs may
operate on behalf of one or more underwriters, in particular geographical areas, or for given blocks
of business, including life insurance. MGAs may manage captive insurance companies, insurance
pools, or syndicates for groups of underwriters or investors.
5.3
The services and obligations of MGAs vary depending on the terms of the agreements with
the client underwriters. For example, MGAs may guarantee or be responsible for the earned
premiums due the underwriters and could be required to service the runoff of business on canceled
managing general agent agreements. In addition to underwriting and binding risks on behalf of the
client underwriters, MGAs may provide a broad range of other services to the client underwriters,
including —
•

Administering the affairs of underwriters, including the reinsurance programs of those
underwriters.

•

Investing premium funds.

•

Adjusting and settling claims.

•

Maintaining the books and records of underwriting companies, syndicates, or pools.

•

Preparing reports and financial statements to be filed with insurance regulatory authorities,
including assisting with rate filings.

•

Assisting with or preparing reports for filing with statistical agencies.

COMPARISON OF MGAs AND BROKERS
5.4
Both MGAs and brokers operate in service industries, receive commissions and fees for
their services, and incur similar operating costs. In many respects, MGAs and brokers perform
similar services, with some notable exceptions.
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5.5
Generally, both MGAs and brokers provide underwriting and claims expertise and services
and act as conduits to the insurance market for their clients. MGAs, however, represent
underwriters, whereas brokers represent insureds. MGAs, acting on behalf of and within the
authority or guidelines established by the underwriters, bind and accept or reject insurance risks
on behalf of the underwriters and may perform significant additional functions concerning the
business written; in contrast, brokers generally do not have such authority and do not provide such
extensive services after placement of coverage with the underwriters.
5.6
MGAs and brokers both operate in a fiduciary capacity by processing cash receipts and
disbursements related to premiums and claims. However, MGAs sometimes process and control
all the funds on behalf of the underwriters they represent, whereas brokers usually are required
only to collect, hold, and account for the client or underwriter funds.
5.7
MGAs, unlike brokers, usually are responsible for the future servicing of claims, depending
on the agreements between the parties. Therefore, the functions and responsibilities of MGAs are
significantly greater than those of brokers, because MGAs are usually contractually obligated, or
may specifically agree with the underwriters, to continue to settle and adjust claims even after the
MGAs' agreements have terminated.

REVENUE AND EXPENSE RECOGNITION
Commissions and Fees
5.8

MGAs may receive compensation for services in one or more of the following forms:
•

Commissions (or overrides) as a percentage of premiums written, earned, or collected,
which may also include a minimum fixed fee amount, a sliding commission scale based
on premium volume produced, or both

•

Fees for services performed or cost-plus arrangements

•

Fixed fees for a specified period or for specified services—that is, an unbundled approach

•

Reimbursement of certain expenses incurred, such as for data processing services

•

Profit participation in the underwriting results or in the net income of the operation

5.9
Commissions and fees may be charged together or separately for certain kinds of
services, such as underwriting, administration, and claims adjusting. MGAs may operate on behalf
of several separate underwriters and could be reimbursed for certain direct and indirect costs
associated with servicing each underwriter. MGAs also may act as brokers or agents and obtain
business for the underwriter or for the entities they manage, for which the MGAs would receive
separate commissions.
5.10

MGAs have adopted diverse revenue recognition practices as follows:
• As the commissions are billed to the underwriters, based on the premiums billed or
collected on behalf of the underwriters, which may include installment and deposit
premiums
•

As the premiums are billed on behalf of the underwriters

•

As of the effective dates of the underlying policies

•

On a pro rata basis over the policy period
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5.11
Historically, MGAs have recorded commission adjustments for subsequent policy
cancellations, audit adjustments, or premium volumes when they occurred. Fixed fees generally
have been recognized as earned over the contract period.
5.12
Although brokers may perform other services before (marketing) and after (subsequent
servicing) placement of insurance coverage with underwriters, the placement of insurance
coverage is the predominant function for which brokers receive commissions. In contrast, the
predominant function of an MGA is the performance of a broad range of services relating to
underwriting and managing the business on behalf of the client underwriters. Although an MGA's
compensation may be in the form of commissions, the nature of the compensation is a fee for all
services to be performed. Therefore, commissions and fees of MGAs should be recognized in
relation to the services performed, but such revenue recognition should not commence before the
effective date of the contract. If the services are performed relatively evenly over the contract
period, commissions and fee revenue should be recognized pro rata over the contract period.
However, commission adjustments should be recorded as they occur or become known to the
MGA.
Contingent Profit Commissions
5.13
MGAs' profit participation (contingent profit commissions) in the underwriting results or
net income of the businesses managed by MGAs may be structured in various ways. Contingent
profit commissions generally are specified percentages of the underwriter's profits related to the
block of business managed by the MGA as defined in the agreements for a given year or group of
years, such as fiscal, calendar, syndicate, or pool years. The defined profits may be based on
results determined in accordance with generally accepted accounting principles or in accordance
with accounting practices prescribed or permitted by insurance regulatory authorities. The defined
profits may contain arbitrary percentages or amounts for unearned premiums, loss reserves, or
specified expenses on each calculation date. The contingent profit commission payments to the
MGAs may be payable within a short time after a particular year or may not begin until several
years after the insurance was written. In either case, the commission calculations may be
adjusted subsequently as actual loss experience develops. The experience of a particular year may
be carried back or forward for a number of years and, accordingly, could increase, reduce, or
eliminate the contingent profit commissions previously received or to be received.
5.14
Contingent profit commissions are based on the results of business underwritten by the
MGA and generally are not determined and paid until after the end of specified periods. Some
contingent profit commissions are based only on the results of the current underwriting year;
however, such contingent profit commissions generally are based on the results of several years.
Under some arrangements, adverse loss experience in future years may require the MGA to pay
back contingent profit commissions already received.
5.15
Unlike typical retail brokers, MGAs often administer the underwriting and claims functions
of the business they write. MGAs therefore may have more of the information on profit
experience of the subject business needed to estimate their contingent profit commissions.
Historically, the recognition practices for contingent profit commissions have varied among MGAs
and have included the following practices:
•

Some MGAs have recognized contingent profit commissions when received, regardless
of whether the commissions were contingently returnable to the underwriter, based either
on business already written or on business yet to be written. These MGAs have
recognized adjustments to contingent profit commissions already received when such
adjustments occurred.
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•

Some MGAs have recognized contingent profit commissions when they were received,
but only if they were not returnable to the underwriters should adverse loss experience
develop for business already written or for business yet to be written.

•

Some MGAs have recognized contingent profit commissions using accruals based on
estimates of underwriting experience on the business written and have adjusted those
accruals as actual experience became known. If these MGAs did not have sufficient
information to reasonably estimate contingent profit commissions, they recognized such
commissions when received or when they were notified by the underwriters as to the
amount of such commissions.

•

Some MGAs have recognized contingent profit commissions using accruals as described
in the preceding description, but only to the extent that the commissions would not be
reduced or eliminated by any carryback of adverse loss experience for business yet to be
written.

5.16
Contingent profit commissions should be accrued and recognized as revenue when such
commissions are determined on the basis of the underwriting results of current or past periods and
if the MGAs can reasonably estimate the amount of such commissions based on information or
experience with the business written. The timing of the payments of contingent profit
commissions is a matter of negotiation between the underwriters and the MGAs and should not
necessarily determine the timing of revenue recognition for the MGAs. MGAs should recognize
revenue as the services that result in the commissions are performed. Any future paybacks of
commissions caused by adverse experience of future periods should be recognized as losses in
those periods, and any subsequent modifications or adjustments to prior contingent profit
commission revenue represent changes in estimates that should be accounted for in those future
periods.
5.17
The ability to reasonably estimate contingent profit commissions varies depending on the
stability of the business written and the information available to the MGA. If these commissions
cannot be reasonably estimated, the MGA should recognize only that portion of the provisional
profit commissions that represents the guaranteed minimum commission element. This practice
is similar to the way underwriters account for some of their premium revenues.
Many
underwriters recognize premium adjustments using estimates of loss experience that has occurred,
and the kind of information on which those estimates are made generally is available to MGAs.
The accounting by underwriters for premium adjustments is described in FASB Statement No. 60,
paragraph 14, as follows:
If premiums are subject to adjustment (for example, retrospectively rated or other
experience-related insurance contracts for which the premium is determined after the
period of the contract based on claim experience or reporting-form contracts for which
the premium is adjusted after the period of the contract based on the value of insured
property), premium revenue shall be recognized as follows:
•

If, as is usually the case, the ultimate premium is reasonably estimable, the
estimated ultimate premium shall be recognized as revenue over the period of the
contract. The estimated ultimate premium shall be revised to reflect current
experience.

•

If the ultimate premium cannot be reasonably estimated, the cost recovery method
or the deposit method may be used until the ultimate premium becomes reasonably
estimable.
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5.18
Contingent profit commissions subject to future performance or underwriting results of
future periods should not be recognized as income until the performance requirements have been
met or the future underwriting periods have ended and the related profitability levels can be
reasonably estimated. Adjustments to reported contingent profit commission revenues should be
recognized as information on actual experience becomes available.
Expense Recognition
5.19
An MGA's costs, like those of a retail broker, are primarily payroll and payroll-related
costs, travel and entertainment costs, rent, and other general and administrative costs. A portion
of the costs are incurred early, in prospecting and underwriting new or renewal business before
the policy effective dates. After the policies are issued, MGAs also incur costs for administrative,
accounting, and claims settlement services. Under the typical MGA agreement, the MGA is
obligated to continue to service runoff business—for example, servicing claims after the managing
general agent's agreement with the underwriter has been terminated. MGAs also can incur losses
for uncollected premiums to the extent of any guarantee of premium collections in the MGA
agreement.
5.20
Historically, MGAs have expensed all their costs when incurred. They have not deferred
direct costs incurred to generate revenues in future periods. Also, MGAs generally have not given
current recognition to future servicing costs, such as for the runoff of claims for which the MGAs
are responsible according to the management agreements, and they have not separately identified
fees for such services.
5.21
Because the recoverability of costs from future revenues is not assured, MGAs should
continue to expense all their costs as incurred. However, a loss should be recognized currently
if it is probable that future expenses related to contracts in effect at the balance sheet date will
exceed any future revenues on those contracts.
5.22
Reimbursements to MGAs for expenses, including expenses incurred in connection with
cost-plus arrangements, should be recognized as the related expenses are recognized.
5.23
When it is probable that premiums due to the underwriter and guaranteed by the MGA
are uncollectible, a loss should be recognized in the amount of the earned portion of the premium
and all related commissions.

FINANCIAL STATEMENT PRESENTATION
5.24
The conclusions on financial statement presentation for retail brokers, as described in
paragraph 2.42, also apply to managing general agents.
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Chapter 6
LIFE INSURANCE AGENTS AND BROKERS

GENERAL
6.1
This section describes some unique considerations that relate to the operations and
accounting practices of life insurance agents and brokers (referred to herein as brokers). In
addition to life insurance, life insurance brokers often deal in accident and health insurance,
employee benefit services, and related services. The discussion in the preceding sections of this
guide regarding retail property and casualty insurance also applies to accident and health
insurance, group insurance plans, employee benefit services, credit life and health insurance, and
short-duration term life insurance, because certain aspects of those policies and the related broker
services and commission arrangements are similar to those of retail property and casualty
insurance. However, because of their long duration, other kinds of life insurance may present
unique issues.
6.2
Substantial amounts of life insurance are sold by brokers acting as independent agents.
Independent agencies often are organized as proprietorships or closely held corporations. As such,
they often do not prepare general-purpose financial statements, and many of their reporting
practices are influenced by income tax considerations.
6.3
Life insurance is also sold by the direct sales forces of life insurance underwriters. Because
few direct sales forces are separate entities, the discussions in this guide do not apply to direct
sales forces. Commissions paid to such sales forces and certain other costs are capitalized by the
underwriters as policy acquisition costs and are amortized to match the recognition of premium
revenues. Those costs should be considered within the broader framework of accounting practices
of insurance enterprises, which are specified in FASB Statement No. 60 and further discussed in
the AICPA Industry Audit Guide Audits of Stock Life Insurance Companies.
6.4
Some stockbrokers operate as independent insurance agents and market substantial
amounts of certain kinds of life and annuity products, particularly those that are believed to have
inherent policyholder tax savings, tax deferral, or investment features.
6.5
Life insurance also may be one of the personal lines of business of brokers who also service
the property and casualty insurance needs of their commercial clients. For larger brokers, life
insurance has been less significant than their property and casualty business. Brokers may also
provide life insurance through group merchandising programs to professional or trade associations
or other large groups, using techniques such as direct mailings and payroll deduction plans.

SERVICES PROVIDED BY LIFE INSURANCE BROKERS
6.6
One major difference between life insurance and property and casualty insurance is that
there can be only one claim under a life policy but there can be more than one claim under a
property and casualty policy. Thus, a relatively smaller portion of a life insurance broker's effort
is devoted to providing services after the effective date of life policies. Those subsequent services
may consist of maintaining contact with the policyholders, billing and collecting premiums
(although this may be done directly by the underwriters), and advising the policyholders on benefit
options. Because a relatively smaller portion of a life insurance broker's effort is expended after
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the effective date, a relatively larger portion can be devoted to looking for new business and
designing and negotiating life insurance programs.

REVENUE AND EXPENSE RECOGNITION
Commissions
6.7
Most life insurance brokers are compensated by commissions. If the broker bills the client
for the premium, the broker withholds the commission and remits the net premium amount to the
underwriter; if the premium is billed directly by the underwriter, the underwriter will transmit the
commission to the broker.
6.8
Unlike most property and casualty insurance, which is usually written under annual policies,
a substantial portion of life insurance is written under long-duration policies that provide for the
payment of periodic premiums over several years. Brokers usually receive relatively high
commissions when the life policies are sold and lower renewal commissions in later years as
subsequent premiums are collected. The terms of the commission arrangements between brokers
and underwriters are individually negotiated and vary significantly. A fairly typical arrangement
for an ordinary life insurance policy is a first-year commission equal to one year's premium, with
renewal commissions for the next nine years at five percent of the annual premiums paid and a
servicing commission for subsequent years at two percent of the annual premiums. Another
broker, however, might receive commissions under a similar policy equal to forty percent of the
annual premium for the first three years, with no subsequent renewal commissions. Commission
arrangements also vary with the kind of policy. For example, first-year commission rates under
ordinary life insurance policies with fixed premiums and benefits are ordinarily higher than those
for universal life insurance policies with variable premium and benefit features. Under some
arrangements, brokers' renewal commissions may become vested; that is, the brokers maintain
the right to receive renewal commissions even if the brokers terminate their relationships with the
underwriters.
6.9
Historically, brokers have recognized commissions on life insurance when the related
premiums were collected by the brokers or billed by the underwriters.
First-Year Commissions
6.10
The annual premiums on long-duration life insurance are not the same as installment
billings for property and casualty insurance, which cover only short durations. Because all required
services have been rendered and the earnings process is complete when the application,
accompanied by the first premium, is accepted by the underwriter, first-year commissions on longduration life insurance policies should be recognized as income when the first premium is paid by
the insured and accepted by the underwriter, regardless of whether the first-year premium is paid
as a single premium or as a series of monthly, quarterly, or semiannual premiums.
Renewal Commissions
6.11
Although life insurance brokers may not be obligated to provide significant future services
to receive renewal commissions, renewal commissions are subject to the uncertainty that the
policyholders will terminate or not renew the policies. Thus, recognizing renewal commissions
when the policies are issued could result in recognizing income that may never be realized.
Therefore, life insurance brokers should recognize renewal and servicing commissions as revenue
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when renewal premiums are paid by the insureds or when premiums are paid under an automatic
premium loan option.
Persistency Bonus Commissions
6.12
In addition to regular commissions, persistency bonus commissions also may be paid to
life insurance brokers. Such commissions typically are based on the amount of premiums
remaining in force for three or more years. For example, for a given broker, a five percent
persistency bonus would be paid if at least seventy percent of the business written in a given year
is still in force after three years. Therefore, persistency bonus commissions should be recognized
by life insurance brokers in the same manner as contingent profit commissions of MGAs are
recognized, as described in paragraphs 5.16 through 5.18.
Commission Adjustments
6.13
Generally, the only commission adjustments occurring after the effective date of life
insurance policies are caused by policy cancellations. Cancellations of policies sometimes require
brokers to return previously received commissions. This situation is typical, for example, for
policies in which the premiums are billed monthly but the full first-year commission is paid to the
broker when the first monthly premium is paid by the policyholder. Therefore, adjustments to
commissions due to cancellations of policies should be recognized when the broker is notified by
the underwriter of such cancellation. If annual commissions are paid to brokers in advance of the
collection of monthly or other installments of annual premiums, the broker should make a provision
for estimated adjustments due to cancellations, if such a provision can be reasonably estimated
on the basis of information obtained from the underwriters before issuance of the financial
statements.
Expense Recognition
6.14
The costs incurred by life insurance brokers are similar to those of retail brokers. The
relative proportions that may be classified as initial direct, subsequent servicing, and indirect costs
may differ, but the conclusions for retail brokers, as described in paragraphs 2.35 and 2.36,
nevertheless also apply to life insurance agents and brokers.

FINANCIAL STATEMENT PRESENTATION
6.15
The conclusions on financial statement presentation for retail brokers, as described in
paragraph 2.42, also apply to life insurance agents and brokers.
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Chapter 7
EXPENSE RECOGNITION BY BROKERS
AFFILIATED WITH INSURANCE UNDERWRITERS

7.1
Historically, various expense recognition methods have been used by brokers who are
directly or indirectly affiliated with insurance underwriters, either as subsidiaries, parent
companies, or brother-sister corporations (collectively referred to herein as affiliated brokers).
7.2
Some affiliated brokers have expensed all the costs related to their services as incurred.
Other affiliated brokers have deferred only the direct costs related to the acquisition of the
insurance business that was placed with their affiliated insurance underwriters. Still other
affiliated brokers have deferred the direct costs related to the acquisition of all the insurance
business that they produced, regardless of whether the business was placed with affiliated or
nonaffiliated underwriters.
7.3
In separate financial statements, affiliated brokers should charge their costs to expense,
as described in paragraphs 2.35 and 2.36, regardless of their relationships with insurance
underwriters, because their operations typically are similar to those of other brokers not directly
affiliated with underwriters. Charging costs to expense as described in these paragraphs will
afford comparability of financial statements among brokers.
7.4
Entities consisting of affiliated brokers and insurance underwriters reporting on a
consolidated, combined, or equity method basis should account for acquisition costs related to the
acquisition of insurance policies underwritten by those entities in accordance with FASB Statement
No. 60, paragraphs 28 through 3 1 , after eliminating intercompany commissions paid by the
insurance underwriters to the affiliated brokers.
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Chapter 8
INTANGIBLE ASSETS ACQUIRED IN A BUSINESS COMBINATION

ACQUIRED INTANGIBLES-OTHER THAN GOODWILL
8.1
Historically, the kinds of separately identified intangibles and the amounts assigned to them
in acquisitions of brokers accounted for by the purchase method have varied with the
circumstances of each such transaction. To some extent, specific identification and valuation of
separate intangible assets appears to have been a function of the relative size of the transaction
and the relationship of the total consideration paid by the buyer to the net tangible assets of the
acquired entity.
8.2
Some acquirers, particularly in larger transactions or those in which the purchase price
significantly exceeded the net tangible assets acquired, have tried to separately value specifically
identifiable intangible assets other than goodwill, such as those discussed herein, based on
comprehensive studies. Others have concluded that it is impractical to analyze any excess
purchase price over net tangible assets acquired beyond identifying that amount as goodwill.
8.3
Acquirers should separately identify and value the acquired tangible and intangible assets
to conform with the requirements of APB Opinion 16, Business Combinations, and APB Opinion
17, Intangible Assets.
8.4
A major portion of the cost of acquiring an insurance broker is incurred for the prospect of
future renewal commission income from the established customer base (known as policy
expirations, books of business, or renewal rights). Other acquired intangibles of brokerage
operations to which values might be assigned include the following:
•

Employment and management contracts and noncompete agreements

•

Operational systems — for example, coded software and written operational procedures
and materials

•

Leasehold interests

•

Licenses

•

Goodwill

RENEWAL RIGHTS
8.5
Renewal rights usually are evidenced by signed broker-of-record letters from clients, which
authorize the brokers to negotiate directly with underwriters to place insurance on behalf of the
clients. As a result, although insurance policies in force may expire, the brokers continue to have
the renewal rights to current policies until the clients rescind the broker-of-record authorizations.
8.6
Appraisers generally value renewal rights at the present value (that is, the discounted
amount) of the projected future earnings attributable to such rights, as follows:
•

Anticipated gross renewal commission income on an account-by-account basis, assuming
expected attrition rates based, for example, on the historical experience of each account,
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each broker, the industry, the current economic and business environment, the kinds of
coverage, and the size and location of the clients
•

Ongoing administrative and servicing costs for each account based on assumed inflation
rates (costs of new account prospecting and development are not allocated to each
account)

•

Appropriate interest rates used in the discounting process

AMORTIZATION OF RENEWAL RIGHTS
8.7
An analysis of the anticipated continuation of renewals related to particular customer bases
or books of business (lifing analysis) should provide a basis for the amortization of the related
renewal rights. The amortization of renewal rights should be consistent with the assumptions
used in determining the values assigned to them. APB Opinion 17 supports the straight-line
method of amortization, unless another systematic and rational method can be shown to be more
appropriate in the circumstances. An accelerated method of amortization may be appropriate if
the benefits associated with the renewal rights decline over their expected life. In this approach,
the assigned value may be amortized in proportion to the ratio of annual renewal commission
income to the present value of the total commission income anticipated from the purchased
renewal rights, because renewal rights represent the value of future renewal commission income.
This approach takes into consideration declining cash flows and the time value of money.
8.8
Subsequent reviews of amortization, as required by APB Opinion 17, paragraph 3 1 , may
cause adjustments to the amortization if subsequent experience differs significantly from the
underlying assumptions used to initially record the assets or determine their amortization.
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GLOSSARY

abstract. A form containing basic data shown on a policy.
account current or agent's account. A statement usually prepared by the agent for the month's
business, showing for each premium transaction the balance due either to the underwriter or to
the agent.
account executive. The person who takes overall responsibility for management of all aspects of
an insured's account.
accounts receivable. The amounts due the broker from clients for insurance premiums or services
charged on a fee basis.
additional premium. A premium due from an insured arising from an endorsement.
advance billing. A billing rendered to a client before the effective date of the policy.
advance of claim settlement/premium refund. A payment by a broker to an insured on behalf of
the underwriter for settlement of a claim or refund of premium before the broker receives the
settlement or refund payment from the underwriter.
advance of premium to underwriter on behalf of client. A payment by the broker to the
underwriter of the client's premium before the client pays the premium to the broker.
affiliated broker. A broker directly or indirectly affiliated with an underwriter either as a subsidiary,
a parent, or a brother-sister corporation.
aged accounts receivable trial balance. A report indicating amounts overdue more than ninety
days, sixty to ninety days, and thirty to sixty days and indicating current items and the total
account balance.
agency company. An insurance company (underwriter) whose business is produced through a
network of agents, as distinguished from a direct writing company, whose business is produced
by company employees.
agency system. A system of producing business through a network of agents. Such agents have
contracts to represent the company and are of three classes, namely, local, regional, and general.
These agents are compensated at differing rates of commission, and general agents have much
greater responsibilities and duties than local and regional agents.
agent. A licensed representative of an insurance company in negotiating, servicing, or effecting
insurance contracts. An agent may, in fact, represent several insurance companies. For purposes
of this guide, all references to agents are identical to brokers unless otherwise noted.
agent, general. An independent person or organization that operates in the same way as a branch
office of an insurance company. The person or organization usually performs the functions of an
insurance company in selecting, writing, and servicing business for the insurance companies
represented. A general agent may use subagents and brokers to market the products of the
companies represented.
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anniversary date. The date on which the next annual premium is due for policies written for more
than one year with premiums payable annually.
assuming company. An insurance underwriter that accepts all or part of an insurance risk from
another underwriter through reinsurance.
assured or insured. The person or entity in whose name the insurance policy is issued and whose
life, property, or exposure to liability is insured.
audit. In certain kinds of insurance, a survey of the insured's records conducted during or at the
end of the policy period to determine the earned premium for the period that coverage was in
force. Also, a review of the client's insurance program to determine the adequacy of its coverage
or rates.
audit premiums. Earned premiums determined from data developed by periodic audits of insureds'
records or from periodic reports submitted by insureds. Such audits are made and such reports
are submitted either monthly, quarterly, semiannually, or annually.
billable date. Generally, the date as of which the broker has performed substantially all services
related to placing the insurance and, as such, is entitled to render a bill to the client. The billable
date always will be on or before the revenue recognition date.
billing date. The date a billing is prepared. It does not necessarily coincide with the effective,
expiration, or term dates of the policy.
binder. A temporary insurance contract created to confirm to the client that coverage is in force
pending creation of a formal policy contract. In some instances, the broker may invoice the
anticipated premium along with the binder to expedite eventual collection of premiums; this is
called a premium-bearing binder.
bordereau. A detailed listing of premium or claims transactions, or both, usually prepared monthly
and given to interested parties. Such lists are frequently rendered by ceding companies to
reinsurers and by large general agents to underwriters.
broad form cargo policy. Insurance covering the value of cargo during a specific voyage,
commonly written on a reporting-form basis.
brokers. Representatives of the clients who place their clients' insurance with insurance
underwriters. The broker's compensation generally consists of a commission paid by the
underwriter. The broker is not an agent of the underwriter, and the commission the broker
receives is usually less than that of an agent who represents the underwriter. Brokers also may
provide services other than the placement of insurance.
broker of record. The broker who placed the current coverage and thus is entitled to receive
commissions related to the placement of that coverage and who undertakes to service the
coverage for the client.
builders' risk policy. Insurance covering the increasing value of property at various stages of
construction, commonly written on a reporting-form basis.
bundled transaction. A transaction in which the broker receives a single fee for placing insurance
coverage and for providing other services unrelated to placing insurance coverage.
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cancellation. Termination of an insurance contract by the insured, the insurer, or the broker before
it expires.
cancellation, flat. Cancellation of an insurance contract with a full return of the premium by the
insurer.
cancellation, pro rata. Cancellation of an insurance contract with a refund of the portion of the
premium that the remainder of the policy period bears to the total policy period.
cancellation, short rate. Cancellation of an insurance contract with a return of premium that is less
than the amount of premium refundable on pro rata cancellation.
carrier. The bearer of the risk covered by an insurance policy.
casualty. A class of insurance that generally includes legal liability, workers' compensation,
automobile, and aviation insurance.
ceding company. An insurance underwriter that transfers all or part of an insurance risk to another
underwriter through reinsurance.
claim (loss). A demand by the insured for payment by the underwriter of a policy benefit because
of the occurrence of an insured event such as death, injury, destruction, or damage.
claim settlement. The amount paid by an insurer to or on behalf of an insured to discharge the
insurer's obligation under the terms of the policy.
claims incurred but not reported (IBNR). Claims relating to insured events that have occurred but
that have not yet been reported to the underwriter as of the date of the financial statements.
client. A person or organization, such as a policyholder or insured, for whom insurance is placed
or other services are performed by the broker or reinsurance intermediary.
client advance. A payment by the broker to the client to settle a claim or to return premium
amounts before payment of those amounts to the broker by the underwriter.
commercial lines. Coverage for business enterprises rather than for persons. Commercial lines
include, for example, insurance for damage to property, liability indemnity insurance, workers'
compensation insurance, and group life and health insurance.
commissions. Compensation paid by an insurance underwriter to agents, brokers, or reinsurance
intermediaries for placing insurance coverage with the underwriter, usually determined as
percentages of premiums. Generally, the broker or the reinsurance intermediary collects the total
premium from the client, retains the commission, and remits the net premium amount to the
insurer or reinsurer.
commission adjustment. Changes in the amount of commissions on discovery of errors made in
calculating commissions or premiums or on audit of retrospective basis coverage.
commission, contingent. A profit-sharing commission, the amount of which depends on the
profitability of the business written by a broker with a particular underwriter.
Contingent
commissions are subject to the provisions of agreements between the broker and the underwriter.
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commission, contingent profit. A commission paid to a managing general agent based on the
profits to the underwriter, as defined in the MGA's agreement, of the business managed by the
MGA.
commission, negotiated. A commission determined by agreement between the broker and the
client at a rate different from that for regular commissions.
commission, provisional. A commission paid to a broker that may be subject to subsequent
adjustment, such as under a contingent profit commission arrangement.
commission, regular. A commission at a rate specified by the underwriter or determined by
agreement between the broker and the underwriter.
customer refund. The return of all or part of a premium paid by a client, usually as a result of a
cancellation or overpayment.
daily report (daily). A copy of the parts of an insurance contract that apply to a particular risk kept
by the broker's office as its record of a policy in force for a client. The daily contains all the
necessary premium billing information to create an invoice for the client. It is retained in the
client's file indicating in-force coverage.
deposit premium. The initial premium payment under an insurance contract in which the total
premium is yet to be determined by audit.
differences. Variances between accounts current rendered by an agent and transactions shown
on the underwriter's records, caused, for example, by the use of different cutoff dates by the
agent and the underwriter or by errors or omissions by the agent or the underwriter.
direct bill. Policies billed directly to the insured by the underwriter, with the broker assuming no
responsibility for premium collection.
direct commissions. Commissions received directly from the underwriter on coverages for which
the client has paid the premium directly to the underwriter. Direct commissions are most common
with personal lines coverages, employee benefits coverages, and life insurance.
dividend. A payment by an underwriter to a policyholder based on surplus or earnings on a
participating policy.
earned premium. The portion of a premium applicable to the expired period of a policy, usually
determined on a pro rata basis.
effective date. The date from which protection is afforded under an insurance policy. Also, the
date from which an endorsement to a policy amends the existing insurance coverage.
employee benefits/life. A class of insurance that generally includes personal life, annuity, health,
and disability insurance; employer-sponsored fringe benefits, including life, accidental death, travel,
medical, dental, disability, and retirement; and related actuarial and administrative services.
endorsement. Documentary evidence of a change in an existing policy that may result in an
additional premium, a return premium, or no premium adjustment.
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exclusive agent. An agent who represents a single insurer, has little or no ownership rights in the
policies sold, and generally receives a lower rate of commission than an independent broker
because it is the insurer who performs services such as policy writing, billing, and collecting.
expiration date. The date on which an insurance contract terminates.
expirations. In a business combination, the value of future renewal commissions related to an
acquired customer base or book of business.
facultative reinsurance. Arrangements under which each risk to be reinsured is offered to and is
either accepted or rejected by the reinsurer. (See also treaty reinsurance.)
fee in lieu of commission. A payment by a client to a broker in an amount agreed to between
them in return for the broker's services relating to a client's insurance program.
fees. Charges to clients in lieu of or in addition to commissions for placement of coverage, or
charges for services other than placement of coverage.
fiduciary funds. Funds collected by a broker from clients and underwriters and held by the broker
until remitted to the other party.
independent agent. An agent who represents a number of underwriters, bills the policyholders,
collects premiums, and generally is considered to own the renewal rights on the policies written.
Most major stock insurance companies use independent agents.
industry class code. A code used to identify commercial accounts as to kind of business. The
code numbers, which range from 1 to 99, are based on the U.S. Government's standard
commercial classifications.
installment premiums. Premiums payable periodically rather than in a lump sum at the inception
or effective date of the policy.
insured or assured. The person or entity in whose name the insurance policy is issued and whose
life, property, or liability exposure is insured.
invoice. A document forwarded to an insured reflecting premium or fees due.
item basis payable (IBP). The procedure by which the broker defers payment to an insurance
company on a given item until the client has paid the broker and the contract terms have expired.
The broker can incur no legal liability until those events occur.
lifing analysis. An analysis of the anticipated continuation of renewals related to a particular client
base or book of business.
long-tail business. A line of insurance for which losses are expected to continue to be reported
and settled over a long period after the coverage term. Examples of long-tail business include
medical malpractice insurance and many kinds of liability insurance.
loss ratios. Expressions, in terms of ratios, of the relationship of losses to premiums. Two ratios
in common usage are paid loss ratios, which are paid losses divided by written premiums or earned
premiums, and incurred loss ratios, which are incurred losses divided by earned premiums.
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managing general agent (MGA). A person or organization that is authorized by an insurer to
underwrite and bind risks on the insurer's behalf. The MGA manages the insurer's business, acts
as the insurer's agent, has the authority to underwrite and appoint subproducers or accept their
business, negotiates reinsurance on behalf of the insurer, and may perform other services in
connection with the business written.
marketing. Services performed by a broker related to negotiating and placing insurance coverage
with an underwriter.
mass marketing or mass merchandising. The marketing of standardized personal lines insurance
packages to individual members of an association, organization, or employer. Insurance coverages
are sold to members of an organization by first securing the endorsement of the sponsoring
organization for a special program and then approaching each member with the organization's
specially tailored policy.
personal lines. Kinds of insurance policies issued to individuals — for example, automobile and
homeowners' insurance and individual life insurance.
policy period. The period for which a policy contract provides insurance.
policy year. The year during which a policy is effective.
premium. The consideration paid for insurance coverage.
premium, earned. See earned premium.
premium finance. Financing of premiums by a financial institution or insurance company.
premium, net. The amount of the premium due the underwriter after deduction of the commission.
premium rate. The price per unit of insured exposure.
premium return. The premiums due to a policyholder on cancellation of a contract, for a rate
adjustment on audit, or for a reduction of coverage.
premium, unearned. See unearned premium.
producer. The person or persons responsible for bringing the insurance account to a broker. A
producer may be one person or a team responsible for initially producing the account. A single
person may from time to time be a producer and an account executive.
property. A class of insurance, such as homeowners' insurance and commercial package policies,
that covers loss of property or loss of use of property caused by fire and other perils.
prospecting. Efforts by a broker to obtain new clients or new or renewal business from existing
clients.
reinsurance. Indemnification by an underwriter (called the reinsurer or assuming company) of all
or part of a risk originally undertaken by another underwriter (called the reinsured or ceding
company).
reinsurance intermediary. An entity that brings together ceding and assuming insurance companies.
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remittance advice. A bordereau transmittal form used in paying an underwriter for items due.
renewal. Continuation of an insurance contract beyond the original date of expiration by
endorsement, certificate, or a new contract.
renewal right. The right of a life insurance agent to continue to receive renewal commissions even
after the relationship with the underwriter has terminated. In a business combination, renewal
rights are tied to the value of future renewal commissions related to an acquired client base or
book of business.
reporting-form policy. Insurance coverage for which variable periodic premiums are charged based
on predetermined rates applied to values that change throughout the policy period. The premiums
for reporting-form policies generally are calculated, reported, and remitted by the insured to the
broker, usually on a monthly basis.
retail broker. An intermediary between clients seeking insurance coverage and underwriters.
Retail brokers include certain financial institutions, such as banks and securities brokers, that also
market certain kinds of insurance coverages.
revenue recognition date. The date on which all of the following criteria are met: protection is
afforded under the insurance policy, the premium due under the policy is known or can be
reasonably estimated, substantially all required services related to placing the insurance have been
rendered (and, as such, the premium generally is billable to the client), and no significant obligation
exists to perform services after the insurance has become effective.
risk management. The coverage or protection achieved through a systematic combination of risk
retention and risk transfer.
runoff. The eventual settlement of losses from a group of policies that occurs over a period of
years following the expiration of the policies.
self-insurance. The portion of a risk to loss or liability that an entity retains, either voluntarily as
part of a risk management program or involuntarily due to the unavailability of coverage at an
acceptable price. Self-insurance may involve the setting aside or reserving of funds by a person
or organization to meet losses, and the accumulation of a fund to absorb fluctuations in the
amount of loss, with the losses charged against the fund or reserve.
treaty reinsurance. Arrangements that provide for the automatic reinsurance of an agreed portion
of business written. Treaty reinsurance avoids the need to submit each risk to the insurer for
acceptance or rejection. (See also facultative reinsurance.)
underwriter. An entity that accepts an insurance risk from a policyholder in return for a premium.
underwriting. The process by which an insurance company determines whether and for what
premium it will accept an application for insurance.
unearned premium. The portion of the premium for insurance in force applicable to the unexpired
period of the policy term, usually determined on a pro rata basis.
wholesale broker. An intermediary between retail brokers and underwriters. Wholesale brokers
include excess and surplus lines brokers and brokers that place insurance in international insurance
markets, such as Lloyd's of London.
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